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INTRODUCTION BY THE EDITOR 


The American monetary problem is first of all a question 
of bank credit. Few outside the circle of academic economists 
seem to be able to recognize that most of our media of ex- 
change are created by banks, and that their expansion (or 
contraction) has little to do with the old commodity money, 
whether it be silver or gold. Even the inflationary aspects of 
our gold or silver policy can be estimated only in the light of 
their anticipated effects on bank credit. Professor Whittlesey 
draws attention again to the unsatisfactory treatment that 
this problem has received thus far. In a sense this pamphlet 
continues the discussion that was initiated in Professor Si- 
mons’ earlier 4 Positive Program for Laissez Faire (Public 
Policy Pamphlet No. 15). 

This is the sixteenth of a series of Public Policy Pamphlets 
which the University of Chicago Press is publishing. Fre- 
quently the scholarly journals give no attention at all to prob- 
lems that have an acute public interest, while the ordinary 
magazines can print little but superficial comment. The Uni- 
versity might well perform a valuable service by making avail- 

able to the public whatever special training and information 
it may have at its disposal. The continuation of such a series 
will, of course, depend upon its reception by the public. __ 

Perhaps it goes without saying that the authors of these 
pamphlets are individually responsible for their views and 

that they in no way involve the responsibility of the Uni- 
versity of Chicago. 


Harry D. GIDEONSE 


_ January 5, 1935 
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BANKING AND THE NEW DEAL 


Significant progress in the American banking system has 
come only as the result of a serious crisis. In the history of 
banking in this country there have been three great stages of 
reform. The first, which gave us the national banking system, 
was a product of the Civil War. The second, which gave us 
the Federal Reserve system, was directly caused by the crisis 
of 1907 and indirectly by earlier crises. The third, which con- 
stitutes the subject of this paper and bids fair to equal if not 
surpass either of the other two periods in scope and signifi- 
cance of the changes introduced, is an outcome of the present 
depression. In each case, the outstanding weaknesses of the 
existing system had been glaringly evident for years. The crises 
did not disclose the need for reform; they merely made reform 
politically feasible. 


DEFECTS OF THE AMERICAN BANKING SYSTEM 
BEFORE 1933 


Students of banking have pointed out repeatedly that the 
Federal Reserve system has never functioned under what 
could properly be termed normal circumstances. While one 
may query whether, in a dynamic society, there exists a norm 

_or only an ideal, it must be admitted that the Federal Reserve 
system has been called upon to operate under badly disturbed 
conditions. Before it had been set in operation the World 
War broke out. This first brought an exceptional stimulus to 
economic activity and later subjected the Federal Reserve to 
the strain of war financing, with the Treasury largely dom- 
inating its policies. Then came the post-war boom, with ec- 
onomic activity feverish under inflated prices, and shortly 
afterward a sharp, sudden slump. This slump was followed by 
a period of relative calm, but soon we moved into the “New 
Economic Era,” only to have our dreams rudely shattered by 

the panic of 1929 and the following painful years. 

_ Unquestionably these were troublous times upon which to 

launch any banking system. But the chief defects disclosed 
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in these years were not inherent in the times. They would 
have proved defects even under “normal” conditions. The 
most important of these defects were the weakness of the 
banks as evidenced by bank failures, the lack of unification in 
the banking structure, the entanglement of commercial and 
investment banking, and the perverse elasticity of bank cred- 
it. The last of these has received little attention in public dis- 
cussion and none in legislation, but it is probably the most 
serious defect of all. 

a) Bank failures——Between 1900 and 1920 the number of 
commercial banks in the United States rose from about 10,000 
to nearly 30,000, From 1921 to the bank holiday of 1933, the 
decline in numbers, through failure or amalgamation, was 
even more rapid than the preceding increase. And it was toa 
large extent conditioned by that increase. Walter Bagehot’s 
observation that good banking depends not upon good laws 
but upon good bankers was never more pointedly illustrated 
—the number of banks had outstripped the number of good 
bankers. Apart from this basic factor, the principal cause of 
the failures was the decline of prices, first of agricultural prod- 
ucts and real estate after the inflation ending in 1920, and 
later of commodities in general and securities after the stock 
market crash of 1929. Deflation, such as occurred at this 
time, is a familiar source of bank failure. During deflation as- 
sets in the form of loans are likely to prove more difficult to 
collect and assets in the form of securities may shrink because 
of a decline in market prices. As a consequence, assets be- 
come illiquid or are reduced at a time when liabilities are pre- 
sented for redemption in greater volume than usual. Infla- 
tion, on the other hand, does not precipitate bank failures. It 
serves to stimulate business activity, and, although the real 
value of assets may shrink, liabilities also decline in real value. 
In view of this fact, it is anomalous that bankers have gener- 
ally shown themselves favorable to deflation and hostile not 
only to inflation but to any attempts to stabilize the general 
price level. 

_4) Lack of unification in the banking system —For years the 
_ division of the banks.of the country into the two categories of 
national and state banks has been recognized as a source of 


[2] 


weakness. While banking requirements in some states were 
fully as strict as those for national banks, this was usually not 
the case. The banking laws of many states were deplorably 
inadequate and, to make matters worse, competition devel- 
oped between the national and state authorities to attract 
banks into their fold, with a consequent weakening of require- 
ments in both jurisdictions. 

c) Mingling of investment and commercial banking.—State 
and national banking laws limit rather narrowly the types of 
investments which commercial banks may make. Before the 
World War, various banks had established corporations, com- 
monly called security affiliates, for the purpose of trading in 
real estate and securities beyond the limits set for commercial 
banks. In the fat years of the twenties the practice of estab- 
lishing these security affiliates became common and extended 
even to banks doing business in towns of a few thousand. The 
potential dangers of this situation were apparent at the time, 
but because of favorable business conditions the potential 
dangers did not, to a threatening extent, become actual until 
after the panic of 1929. It is not so much that such an alliance 
is inherently vicious as that it opens the way to abuse: the 
affiliates may induce the parent bank to purchase risky se- 
curities, or the bank may unload questionable securities on 
the affiliate. While such transactions were by no means the 
rule, the practice of maintaining security affiliates was clearly 
an unwholesome mingling of two distinct, and potentially con- 
flicting, interests. 

d) Perverse elasticity—A primary motive in creating the 
Federal Reserve system was the desire to provide elasticity of 
the circulating medium. The term “elasticity” signifies, in 
this connection, the quality of expanding or contracting as the 
volume of business to be done increases or decreases. These 
changes in the volume of business may be of a seasonal, cycli- 
cal, long-run, or emergency nature. The Federal Reserve sys- 
tem was designed to afford seasonal and emergency elasticity 
by providing for the issue of currency or the extension of bank 
credit against discounted commercial paper, i.e., bills of ex- 
change, drafts, and notes. On the dubious assumption that 
the quantity of commercial paper will vary in approximate 
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accord with the volume of business, it was believed that the 
problem of elasticity had thus been neatly solved. Hi 
This reasoning implies that the volume of business activity 
is an independent variable so that it is merely necessary to 
accommodate the volume of circulating medium to it. But 
business activity is strongly influenced by changes in the rel- 
ative quantity of circulating medium and, especially during 
cyclical movements, cannot be used as an exact criterion of 
the amount required. There is a tendency for contraction to 
proceed to the point of starvation and for expansion to pro- 
ceed, with no less painful consequences, to the point of surfeit. 
Many factors contribute to this tendency, but in large part it 
arises out of, first, the self-inflammatory effect of a change in 
prices and, second, the psychological attitudes of borrowers 
and lenders. The amount of discountable commercial paper 
is influenced, obviously, by the price of the’ goods against 
which the paper is drawn. If their price is rising, an increasing 
quantity of commercial paper can be issued against them and 
and this permits the issue of an increasing amount of circulat- 
ing medium. The tendency for prices to rise is, therefore, not 
checked as it would be if the quantity of circulating medium 
were inelastic, but instead feeds upon itself. But the tend- 
ency does not stop at this. In good times, borrowers will 
probably be willing to expand credit at a rate in excess of 
the volume of business, because they anticipate future in- 
creases in business, and bankers will almost certainly be 
willing to have them do so. In bad times the opposite holds 
true. It is sometimes said that “bankers make bad loans only 
in good times, never in bad.” The official spokesman of one of 
the largest New York banks, in replying to criticism of the 
bankers, has said that it is perfectly natural and proper that 
bankers should scrutinize loan applications more closely in 
slack times than in good. Such an attitude is, doubtless, 
“natural”—but we are entitled to expect from bankers the 
pursuit of reason rather than nature. For this “natural” pro- 
cedure of the bankers is largely responsible for the perverse 
elasticity of the circulating medium, and this perverse elas- 
ticity is a primary element in the alternating swings of infla- 
tion and deflation that characterize the business cycle. — 
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BANKING DEVELOPMENTS UNDER THE NEW DEAL 


a) The bank holiday and recovery —The bank holiday marks 
a turning-point in the history of banking in the United States. 
Following the reopening of the banks, recovery within the 
banking system was rapid and substantial. The reasons for 
this sudden change were partly psychological, partly the re- 
sult of a strengthening of the banking structure through prun- 
ing out of the weaker members, and partly the reflection of 
general business conditions. 

The decisive action of the administration in handling the 
banking crisis met with general approval among bankers and 
business men, and this show of leadership strengthened con- 
fidence throughout the country. The drastic action in closing 
approximately 4,000 banks at one fell stroke proved much 
less of a shock than might have been expected. Instead, it re- 
leased the deflationary pressure of a constant, demoralizing 
stream of bank failures and stopped the continued sale under 
the hammer of the assets of failed banks. Most important of 
all, the sharp upward trend of business activity and of securi- 
ty prices greatly benefited the banks. Many banks whose se- 
curities had been written down following the bank holiday 
found a very substantial concealed asset in these securities as 
their market value rose. Additional banks were reopened, usu- 
ally after a certain amount of reorganization. At the end of 
1934 the number of commercial banks in operation stood at 

-1§,011 as compared with 17,796 at the end of 1932. 

_ 6) Open-market operations of the Federal Reserve system.— 
Following the stock market collapse of 1929 the Federal Re- 
serve banks lowered their discount rates and undertook the 
purchase of securities in the open market with a view to 
hastening recovery by forcing out money and credit. Open- 
market purchases were begun on a large scale in March, 1932, 
and continued until August, when Federal Reserve holdings 
of government securities reached the unprecedented total of 
1.8 billion dollars where they stood at the end of the bank 
holiday. Open-market purchases were renewed on a large 
scale in May, 1933, as part of the expansionist program of the 

‘new administration. The total of United States government 
securities held by Reserve banks rose to 2.4 billion dollars in 
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October, 1933, and has remained near that figure ever since. 

The funds released by open-market operations at first 
merely flowed back to the Federal Reserve banks in payment 
of member banks’ borrowings; later they piled up as excess re- 
serves of the member banks. The effect of open-market pur- 
chases during the last year and a half has been obscured by 
other payments made concurrently, especially under the 
public-works program. 

c) Excess reserves—Perhaps the most striking develcp- 
ment in banking affairs since 1929, and especially since the 
banking holiday, has been the tendency of member banks to 
accumulate excess reserves. In January, 1933, excess reserves 
of member banks reached a peak of 635 million dollars, an 
amount capable, it should be noted, of supporting nearly ten 
times this total of deposit credits. Withdrawals during the 
panic prior to the closing of the banks reduced this excess to 
modest proportions, but by September the total had reached 
a new high of over 700 million dollars. Thereafter, excess re- 
serves moved from one record figure to another until the end 
of August, 1934, when they amounted to 1,9 billion dollars. 
They have receded slightly from this total. 

The most important factor contributing to this increase 
was undoubtedly open-market purchases by the Federal Re- 
serve banks. The return flow of funds that had been drawn 
out during the banking panic and the movement of funds 
back from Europe also played their part. On the demand side 
bankers complained of their inability to find safe means of in- 
vesting the funds, while they were being criticized for being 
unduly cautious. 

According to traditional banking thought, such an accu- 
mulation of excess reserves was inconceivable. Moreover, it 
knocked the pins from under accepted central-bank procedure 
and left the Federal Reserve Board floundering. British cen- 


tral-bank policy, upon which our own was based, proceeded 
from the assumption that bankers would not hold more than _ 


established reserves, because to do so would be to lose an op- 
portunity for profit. Since the latter alternative was presum- 
ably too horrible for any banker to contemplate, the point 


was considered to be established. Moreover, experience prior 
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to 1929 had consistently vindicated this line of reasoning. In- 
asmuch as member banks could not, under law, hold /ess than 
the stipulated reserve and would not, under the profit urge, 
hold more, central-bank policy was a relatively simple exercise 
in raising or lowering reserves by open-market operations and 
changes in the discount rate. So long as member banks held 
to a fixed reserve ratio, the expansion or contraction of the 
money supply, with a stimulating or retarding effect on busi- 
ness activity, was inevitable. 

But what could the Federal Reserve authorities do when 
this neat and simple pattern was shattered by the outrageous 
virtue of bankers who placed liquidity and the safety of their 
customers’ funds ahead of considerations of their own immedi- 
ate profits? What could they do but go through the same old 
motions, hoping that the baser nature of the bankers would 
triumph, telling themselves that it wasn’t so and that if excess 
reserves just grew large enough the glitter would return to the 
eye of the banker. Meanwhile, the poor, bewildered banker 
who had been castigated for being too careless of the funds 
intrusted to him was now heaped with abuse for being too 
solicitous. 

In consequence of the relative abundance of funds, money 
rates have fallen to amazingly low levels, 1 per cent or less for 
call loans, 3 to 13 per cent for go-day time loans, § to 3 per cent 
for bankers’ acceptances, } to 1 per cent for commercial paper, 
and six months’ Treasury bills as low as .o7 per cent. Certain 
government obligations are even reported to have been sold 
for a negative interest rate. It is interesting to observe in this 
connection that between January, 1933, and August, 1934, 
the rates which banks charged customers declined from 4.12 
per cent to 3.33 per cent in New York City, from 4.89 per cent 
to 4.12 per cent in a selected group of northern and eastern 
cities, and from 5.60 per cent to 5.05 per cent in a representa- 
tive group of southern and western cities. 

The ease in the money market helped to make possible the 
refinancing of Liberty Bonds on excellent terms and facili- 
tated the extensive government borrowing which the recovery 
program has necessitated. The strength of government cred- 
it, to which this ease of the money market contributed, has 
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served to lessen opposition to the economic policies of the ad- 
ministration. In this indirect way, rather than in directly en- 
couraging the expansion of business activity, the open-market 
operations of the Federal Reserve have played their chief part 
in the recovery effort. 

In addition to hampering the efforts to expand the circulat- 
ing medium and force up prices, the accumulation of large ex- 
cess reserves is of great significance because of the possible ef- 
fect of these reserves in case a boom should start. Excess re- 
serves of two and a half billion dollars represent potential 
bank credit of possibly ten times that amount. There is good 
reason to fear that these reserves constitute a more serious 
threat of inflation than all the Thomas and Borah amend- 
ments. The question is whether the Federal Reserve system 
could reverse its open-market operations and mop up these 
excess reserves before we were embarked upon a runaway 
movement. And if such a move were attempted, the effect of 
throwing government bonds wholesale upon the market 
might easily prove disastrous. 

The public in general would be more concerned over the 
dangers of a runaway inflation of prices, however, if they 
could see more evidence of the success of the administration’s 
efforts to raise prices to the 1926 level. The problem of excess 
reserves is, nevertheless, a serious concern co the banking 
authorities and helps to explain the somewhat uncertain and 
hesitating central-bank policies which have been pursued. 
The possible significance of these reserves in case of an upward 
movement is all the greater in view of an important lesson 
which this depression has driven home. This lesson is to the 
effect that borrowers cannot be forced to borrow and lenders 
cannot be forced to lend. It is possible, on the other hand, to 
check borrowing and lending under opposite conditions. Con- 


trol of the business cycle through manipulation of credit | 


would seem, therefore, to be largely limited to restricting ex- 
cessive upward, rather than trying to overcome downward, 
movements. Consequently, it behooves the authorities never 
to allow themselves to get into a position where they would 
be unable to resist an advance. The existence of large excess 
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reserves threatens to impair the ability of the authorities to 
exert this type of control. 

d) Basic monetary reserves—Current views and practices 
with respect to reserves are very unsatisfactory. This is true 
both of the reserves of commercial banks, as has just been in- 
dicated, and of the more fundamental reserves in gold upon 
which the monetary and banking system of the country is 
nominally based. Of the two, the situation with respect to the 
latter, though of less immediate significance, is more serious. 
The excess of member bank reserves is, after all, a temporary 
manifestation of a cyclical condition of business activity and 
public confidence. The excessive and unused gold reserves, on 
the other hand, are primarily a manifestation of an erroneous 
underlying philosophy. They reflect a reverential, almost re- 
ligious, attitude toward basic reserves which makes it difficult 
if not impossible for them to perform their traditional func- 
tions as reserves. 

Reserves, of money as of soldiers, are not designed to be 
held for purposes of display but only that they may be thrown 
into the breach to meet a grave emergency. Reserves dis- 
charge their function only by being put into use. At present, 
legal reserves are immobilized, their effectiveness destroyed, 
by minimum requirements which, in practice, are never en- 
croached upon. The events of 1932-33 summarily disproved 
the assumption that reserves above legal requirements give 
added strength. The excess came to be looked upon as nor- 
mal, and the legal ratio as the limit of available reserves. 
Consequently, long before reserves had declined to the legal 
ratio the public took fright and apparently no consideration 
was given to making use of the legal reserves. It was as 
though the legal reserves did not exist and the funds held in 
excess of those required by law constituted the true reserve. 

If we are going to have a conventional monetary standard 
we must take steps to make our reserves genuine rather than 
nominal; if we are going to have a managed currency, let us 
have done with reserves and spare ourselves the expense of 
maintaining this idle hoard or at least convert these reserves 
into an equalization fund for facilitating adjustments in the 


- international balance of payments. 
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One of the most unfortunate mistakes of the present ad- 
ministration was to strengthen the gold fetish. Instead of 
clinging to gold in the erroneous Warren-belief that unused 
gold would produce rising prices, it would have been far better 
to have applied a suggestion made by Professor Rogers before 
he became an official of the United States Treasury. He pro- 
posed that the government should facilitate the export of gold 
in every way possible, even going so far as to release gold at a 
discount provided it would be exported. This proposal recog- 
nized that we had more gold than we needed and provided a 
concrete plan for remedying the alleged maldistribution of 
gold throughout the world. If the suggestion had been put 
into effect it would have helped to relieve the artificial scarcity 
of gold caused by the anxiety of different countries to pour 
gold into idle hoards. It would almost certainly have led to a 
falling value of gold so that we might have had a rising level 
of prices abroad as well as at home, without sacrificing either 
the gold standard or the former gold value of the currency. 

e) The changing réle of the government.—The dominating 
influence which the Secretary of the Treasury, as ex officio 
member of the Federal Reserve Board, is in a position to exert 
over the banking system has repeatedly been attacked as a 
serious defect in the law. Senator Glass, “the father of the 
Federal Reserve system,” has strongly urged that this condi- 
tion be changed. Instead of this, however, the government 
has come to occupy an increasingly important place in the, 
banking affairs of the country. This sharp turn toward great- 
er rather than less governmental control over the banks is one 
of the most significant of recent developments. 

The first step in this direction came with the establishment 
of the Reconstruction Finance Corporation under President 
Hoover. This organization was created to advance money to 

banks on assets not acceptable through the customary chan- 
nels, a departure from free individualism which aroused no 
perceptible opposition from the bankers. Later the Corpora- 
tion purchased preferred stock in banks, still with a view to 
bringing financial assistance to them. When the government 
announced, however, that it intended to exercise its rights asa 
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stockholder by participating in the selection of directors, the 
move was bitterly assailed as contrary to American principles. 

Many instances have occurred of the subordination of 
banking to administration policies, specifically to those de- 
signed to promote recovery. Recent open-market operations 
of the Federal Reserve, for example, seem to have followed 
closely the wishes of the Treasury. Even earlier, under Hoo- 
ver, provision had been made for the issue of national bank 
notes against government bonds bearing interest at 33 per 
cent or less. This measure was anticipated by the first Glass- 
Steagall Bill, which permitted the substitution of government 
bonds for commercial paper as security for Federal Reserve 
notes; and it was carried much farther by the Emergency 
Banking Act, which provided for the issue of Federal Reserve 
bank notes against government securities and other reserve 
bank collateral. The folly of supposing that government 
bonds can insure the value of notes is apparent when we real- 
ize that all German marks issued during the era of inflation 
were “backed” by government obligations. 

A law passed in June, 1934, provided for loans by the 
twelve Federal Reserve banks directly to industrial and com- 
mercial enterprises. This was designed to enable small- and 
medium-sized enterprises to build up their working capital. 
It is notable, not only as an instance of the Reserve banks be- 
ing absorbed into the recovery program, but also as a case of 
the Federal Reserve banks dealing directly with the public in 
competition with state and national banks. About the same 
time the government agreed to guarantee banks against losses 
up to 20 per cent on loans granted to finance renovation proj- 
ects. 

The authority for these—and, indeed, for far more drastic 
—measures proceeded from the Emergency Banking Act of 
March, 1933. This law provided that “during such emergency 
period as the President of the United States by proclamation 
may prescribe, no member bank of the Federal Reserve sys- 
tem shall transact any banking business except to such extent 
and subject to such regulations, limitations, and restrictions 
as may be prescribed by the Secrerary of the Treasury, with 
the approval of the President.” This extreme grant of power 
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is, of course, limited to the period of the emergency, but the 
length of the emefgency is to be determined by the President. 
A combination of these and other straws in the wind led toa 
widely held belief that the administration contemplated the 
establishment of a single government-controlled central bank 
as the next step in the remodeling of the banking system, but 
this has been officially denied. 


BANK REFORM UNDER THE NEW DEAL 


When Roosevelt took office on March 4, 1933, New York 
had just followed the example of many other states and de- 
clared a bank moratorium. Determined action was inevitable 
and no one was surprised when, in his first major act as Presi- 
dent, Roosevelt made the banking holiday national in scope. 
One editor remarked that “by invoking the Trading with the 
Enemy Act President Roosevelt closed all banks in the coun- 
try and thus stopped trading with the enemy for seven days. 
Anyone who has followed banking practices knows who the 
enemies of the country are.” 

On January 1, 1933, shortly before the period of banking 
holidays began, 17,796 commercial banks were in operation in 
the United States. Six months later the number stood at 
13,954. During the banking holiday congressional and other 
leaders in Washington had worked feverishly to patch to- 
gether temporary legislation to meet the emergency. This 
was supplemented in June by a comprehensive law, the Bank- 
ing Act of 1933, commonly known as the Glass-Steagall Act. 
Minor provisions or amendments were enacted subsequently. 
The various reforms instituted under the Roosevelt adminis- 
tration will be discussed under headings similar to those fol- 
lowed in considering the defects. 

a) Bank failures —The most important step taken to meet 
the problem of failures was the enactment of a plan for the 
guaranty of bank deposits. As later amended, the law pro- 
vides that, in case of the failure of a bank, deposits up to $5,000 
for each individual will be paid in full out of the funds of a - 
Federal Deposit Insurance Corporation, created by the new 
banking law. The funds of the Corporation, apart from ini-_ 
tial subscriptions by the government and the Federal Reserve 
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system, will come from the proceeds of assets of banks which 
fail and from assessments on members of the guaranty sys- 
tem. All Federal Reserve member banks are required to join 
the system and others are allowed to do so. 

The chief defect of the guaranty law is that it constitutes 
insurance of deposits in name only. Assessments are distrib- 
uted among all members of the guaranty system according to 
amount of deposits and not according to risks, as would be the 
case if principles of insurance were recognized. This is ob- 
jectionable on the grounds of equity, since strong banks bear 
far more than their fair share of the burden and weak banks 
far less. It is also objectionable on the ground that the incen- 
tive to strengthen the condition of a bank in order to reduce 
assessments is lost, and there is a tendency, if anything, for 
standards to be brought down toward those of the weakest 
institutions instead of up toward those of the strongest. Since 
all deposits are safe, a particular bank can scarcely hope to 
attract customers by pursuing a more cautious policy than its 
neighbors. 

The deposit guaranty plan saddles a participating bank 
with an unlimited contingent liability for assessments to meet 
the losses of failing banks. While this is admittedly contrary 
to conservative banking principles, it does not appear to be as 
serious as has been alleged. Nevertheless, it remains true that 
the guaranty law does not go to the root of our banking diffi- 
culties. What might be a means of strengthening the banking 
system of the country is little more than a device for distribut- 
ing losses, on a basis of expediency rather than equity, among 
the banks of the country. 

The deposit guaranty law is an admission of defeat. It ac- 
knowledges that for political rather than economic reasons it is 
not now feasible to give this country a genuinely strong bank- 
ing system. It accordingly compromises with the exigencies 

_of the situation; instead of endeavoring to prevent losses it 
weakly bows to their continuance and provides for shifting 
them from one group to another. 

So far as the law gives added strength to the banking sys- 
~ tem of the country it does so indirectly. It is probable, in the 
first place, that by providing protection for depositors it will 
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check panic and reduce the danger of runs on the banks. In 
the second place, since the assets of the failed banks will be 
administered by the Deposit Insurance Corporation, presum- 
ably in an orderly fashion, it breaks the vicious circle where 
every drop in the bond market caused bank failures, bank 
failures threw securities on the market, and these sacrifice 
sales caused the price of bonds to drop, so perpetuating the 
movement. 

At the end of the banking holiday the administration as- 
sured the public of the soundness of the banks which re- 
opened. This action in a sense placed a moral responsibility 
upon the government to safeguard depositors who, acting on 
this assurance, again intrusted their funds to the banks. 
Whether or not the enactment of the deposit guaranty law 
was a tacit acknowledgment that the government was morally 
bound to protect depositors, it is probable that the law, has, 
in fact, place the government behind the banks of the coun- 
try. A system as extensive as this simply could not be al- 
lowed to fail. 

The law as originally passed contemplated a much more 
extreme plan than that outlined here. This plan, which was to 
have gone into effect July 1, 1934, provided for the protection 
of deposits in full up to $10,000, and deposits above that 
amount in part. However, the temporary law was extended 
for one year and it seems probable that this will remain in 
force permanently and that the more drastic provisions of the 
other law, which received most criticism, will never be put 
into effect. While the present plan for the guaranty of depos- 
its is not ideal, it is far better than nothing at all and undoubt- 
edly leaves the banking system of the country stronger than 
it was before. 

6) Unification of the banking system.—The problem of uni- 
fication of the banking system was approached indirectly. A 
provision of the law on guaranty of bank deposits requires 
that after July 1, 1937, banks must become members of the 
Federal Reserve in order to participate in the system of depos- 
it guaranty. At the time this seemed a weak concession to the 
sentiment for unification. Cases have already arisen where 
banks have withdrawn from the Federal Reserve system rath- 
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er than join the deposit guaranty plan, but it seems improba- 
ble that this movement will extend far. On the contrary, it is 
to be expected that this provision of the law will bring very 
strong pressure upon banks to join the Federal Reserve sys- 
tem, and it is not impossible that this may prove to be the 
most important single measure in the entire law. 

A further concession was made to the sentiment for unifi- 
cation by providing, under stipulated conditions, for admis- 
sion of personal loan and mutual savings banks to member- 
ship in the Federal Reserve system. 

¢) Separation of investment and commercial banking.— 
Member banks were required to divest themselves of their in- 
vestment affiliates within one year from the date of enact- 
ment of the Banking Act of 1933. At the same time the act 
forbade investment bankers to engage in commercial banking 
operations. While it is not certain that these measures will 
entirely put an end to the confusion of commercial and invest- 
ment banking operations, they mark an important step in 
that direction. 

d) Varying reserve requirements.—The threat presented by 
large excess reserves of member banks, to which attention was 
directed previously, is lessened by a very important provision 
contained in the Thomas Amendment of May, 1933. This gives 
the Federal Reserve Board the power during an emergency to 
increase or decrease the legal reserves which member banks 
are required to maintain. This is a method of arbitrarily, and 
with a stroke of the pen, wiping out excess reserves that might 
lead to credit inflation, or of creating them with a view to en- 
couraging expansion. It is designed to accomplish immediate- 
ly and easily what open-market operations accomplish more 
slowly. 

The power to vary reserve requirements is a valuable addi- 
tion to existing instruments of central-bank policy, but it has 
very definite limitations. For example, if the system has ex- 
cess reserves amounting to 25 per cent, it might seem possible 
to immobilize this excess by raising requirements by this 
amount. The difficulty is that the excess would not be evenly 

istributed throughout the system and consequently some 
pak: would still be free to expand while others would be hard 
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pressed to make up deficiencies. It would probably not be 
politically or economically desirable to meet this situation by 
prescribing different ratios for different banks. Despite such 
considerations, this provision represents not only one of the 
most important bank reforms of the present administration, 
but also a major advance in the development of central-bank 
technique throughout the world. 

e) Miscellaneous——The act prohibited member banks of 
the Federal Reserve system from paying interest on demand 
deposits and gave the Federal Reserve Board the power to 
regulate the rate paid on time deposits. This was expected to 
compensate, to.some extent, for the financial burdens imposed 
by the deposit guaranty law. In addition, it was designed to 
prevent banks from competing among themselves by paying 
interest on demand deposits. The practice of paying interest 
on demand deposits was opposed on the ground that it had 
increased banking costs and as a consequence had induced 
banks to undertake more remunerative, which were also more 
risky, investments. This provision will not, in itself, make 
banks more careful in their investments. The difficulty was 
not so much the necessity of covering high costs as it was a de- 
sire to show large earnings. 

The Banking Act of 1933 imposed higher minimum capital 
requirements upon all national banks. For towns of less than 
6,000 population the requirement was raised from $25,000 to 
$50,000, with corresponding increases in larger communities. 
Inasmuch as flagrantly low (down to $5,000) capital require- 
ments have applied to certain state banks rather than to na- 
tional banks, this provision does not go far in meeting the 
evil. Nevertheless, the change is for the better. 

The act gave the Federal Reserve Board a certain amount 


of control over group and chain banking by requiring that a ~ 
holding company obtain a permit from the Board in order to ~ 


vote the stock of a national bank which it controls. The act 


also made certain changes with respect to branch banking. — 


The most important was to give national banks the same 
rights in establishing branches as are accorded state banks. ; 
In general, the purpose of these provisions was to discourage — 
_ group and chain banking and to encourage branch banking, ; 
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but their direct effect is not likely to be great. If the branch- 
banking movement is to become significant in this country, 
much more fundamental changes than the present must be 
forthcoming. 

One of the primary considerations in framing the Federal 
Reserve Act was to prevent the use of Federal Reserve funds 
for stock-market operations. To this end the law provided 
that commercial paper, in order to be eligible for rediscount 
with Federal Reserve banks, must originate in commercial, 
agricultural, or industrial transactions and could not grow out 
of speculative operations in real estate, securities, or commodi- 
ties. But banks soon discovered that they could discount pa- 
per which was eligible and use the reserves obtained in this 
way to extend loans on paper which was not eligible. While 
this practice complied with the letter, it directly violated the 
spirit of the law. The banks remained almost as free as before 
to provide funds for speculative purposes. The Act of 1933 
accordingly sought to stop this breach in the law. Federal Re- 
serve banks were instructed to determine the use made of 
member bank credit and were authorized to refuse to redis- 
count for member banks which were extending an undue’ 
amount of credit for speculative purposes. No one supposes 
that this change affords a final solution of the problem it was 
designed to meet. It is chiefly significant as constituting a 
further step in the centralization of authority over banking 
affairs by substituting the discretion of Federal Reserve 
authorities for an arbitrary rule of law. 


PROPOSALS FOR FURTHER BANKING REFORM 


f The Devil got sick, 
: The Devil a monk would be. 


The Devil got well, 


“a The devil a monk was he. 


Within the last few years the banking system of this coun- 
try suffered so grievously from sinking spells that its life was 
aved only by a period of absolute quiet and by heroic treat- 
nent in the form of amputation of infected members and the 
dministration of artificial respiration by the Reconstruction 
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Finance Corporation. The patient is now convalescing nicely, 
and it is becoming evident that steps must be taken promptly 
to insure that the conversion which accompanied the recent 
illness is genuine and lasting, before the memory of that ill- 
ness fades from the public mind. 

All of the proposals considered below are, doubtless, urged 
by their exponents in a spirit of sincerity. But advocacy of 
the more conservative reforms is influenced by a desire to 
ward off those that are regarded as too extreme, while even 
the most ardent advocates of the radical proposals would ad- 
mit that there is little likelihood of their adoption in the near 
future. Conservative proposals, therefore, represent a pro- 
gram for adoption whereas the radical, and probably the mod- 
erate, proposals are primarily a contribution to the analysis of 
the problem. The recommendations discussed here are not 
intended to be exhaustive, but they include the more signifi- 
cant of those now being advocated, and are representative of 
all. 

a) Conservative proposals for banking reform.—At the right 
of the conservative wing we find the suggestions of those who 
believe that the only banking reform necessary or desirable is 
a return to unimpeded operation of the Federal Reserve Act. 
They believe in the Spartan virtues of laissez faire and hold 
that the banking system will shake itself down and thereafter 
work smoothly if only it is given a chance. 

Less conservative sentiment favors a refurbishing of the 
present banking structure with a few simple and becoming 
patches. Viewing the predominance of failures among small 
banks, this group propose an increase in capital requirements. 
They point out that double liability is of scant use in case of 
need—only about one-sixth of what was due under double 
liability has proved collectible in the past—and would ac- 
cordingly abolish this provision and insure that paid-in capital 
is adequate in the first place. The depositor would then have 


greater protection and all shareholders would share alike in 


any losses, instead of the responsible individuals being held 


for double liability while the irresponsible or unscrupulous 
escape. 


They propose more severe examination of all banks, prefer- — 
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ably under federal supervision. And they suggest the desir- 
ability of establishing entrance examinations for bankers such 
as have long been required of lawyers and public accountants. 
For there is still no profession of banking. The present test of 
a man’s qualification to direct a bank is usually his success as 
a butcher or baker, or, more often, as a real estate agent. This 
practice is a gratuitous insult to the bankers, since it argues 
that no particular training or intelligence is required in 
banking. It contrasts sharply with the practice in other coun- 
tries, and its effect upon banking methods is all too plainly in- 
dicated by the recent history of banking in this country, 

Conservative opinion in general would rely chiefly upon the 
gradual processes of evolution to develop a more perfect bank- 
ing system. It was through trial-and-error that England 
slowly worked out her banking technique, and itis evident 
that the same process has been going on in this country. Cer- 
tainly the last decade has taught lessons which we are not 
likely soon to forget. And the evolutionists can point to 
substantial steps that have recently been taken—among them 
the separation of investment from commercial banking and 
the protection of depositors. 

6) Moderate—As was noted previously, the Banking Act 
of 1933 contained provisions designed to promote the unifica- 
tion of the banking system of the country. There is strong 

support for extending the Federal Reserve system much far- 
ther, possibly even to the complete elimination of state banks. 
While this proposal meets with wide approval among bankers 
in the East, it is viewed with unmitigated hostility in the agri- 
cultural states, particularly of the South. The same is true of 
the proposal to develop branch banking on a nation-wide 


scale. Support for this move is based largely upon experience 


in Canada and England, where commercial banking is in the 
hands of a few large branch banking systems, and where no 
_ bank failure has occurred throughout the depression. 
__ Without denying that it may be desirable to encourage 
branch banking in this country, it is only fair to point out 
that the record of Canada and England is somewhat decep- 
tive. Canadian banking, for example, has by no means es- 
caped the costs of the depression. Heavy losses have been in- 
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curred by many branches in western Canada, and failure has 
been avoided only because the systems were strong enough to 
absorb these losses. To a great extent, therefore, the branch 
banking systems of Canada constitute insurance organiza- 
tions which spread the losses of particular sections over the 
country as a whole. This, in effect, is what the deposit guar- 
anty system established by the Banking Act of 1933 promises 
to do for the United States. Nevertheless, nation-wide branch 
banking possesses certain very definite economic advantages 
over unit banking or guaranty of deposits and on this ground 
deserves to be fostered. But any movement in this direction 
will be slow because of the popular opposition to concentra- 
tion of financial power and the strength—politically speaking 
—of unit banks throughout the country. 

The separation of investment and commercial banking 
brought about by the Banking Act of 1933 was, in part, a 
movement away from so-called ““department-store banking.” 
This division of function would be carried much farther by 
the proposal to require commercial banks to confine them- 
selves exclusively to commercial operations, giving up the per- 
formance of trustee services, the receiving of savings deposits, 
and all other operations of an investment character. Com- 
plete protection for demand accounts could then be assured, 
it is maintained, by restricting investments of commercial 
banks to self-liquidating commercial papers A less extreme 
suggestion is to segregate the assets held against different 
classes of liabilities. This is designed to give all creditors of a 
bank equal protection against loss in case of failure. The pres- 
ent arrangement makes it possible for demand depositors to 
~ draw down the liquid assets of a bank with the result that be- 
fore time depositors can present their claims the bank may 
have only frozen or depreciated assets left. 

Much more extreme than any of these suggestions is the 
proposal to nationalize the commercial banks of the country 
by extending the postal savings system, by forcibly taking 
over existing commercial banks, or in some other way. It may 
seem strange to include this among the moderate proposals _ 
for reform instead of in the left wing. But this suggestion is 
radical from a political rather than from a banking stand- 
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point. While the change would be socialistic, it would require 
no fundamental departure from traditional banking structure 
or principles. The state would merely succeed the individual 
as the custodian of the responsibilities and perquisites of the 
banking business. 

c) Radical—The most interesting and significant proposal 
for the fundamental reform of the banking structure is the so- 
called “too per cent Reserve Plan.” This plan is radical only 
in the original meaning of that term, that is, that it goes to the 
root of the problem. Far from proposing a weakening of the 
present banking structure, it represents an attempt to extend 
to deposit credit the safeguards that have for years been at- 
tached to other forms of the circulating medium. The plan 
aims to take away the power of banks to expand the volume 
of deposit credit on the basis of fractional reserves. It is the 
only proposal designed to correct perverse elasticity, which 
was previously pointed out as one of the chief defects. of the 
present banking system. It has as yet received little attention 
outside academic circles, but in spite of this fact bills embody- 
ing the essentials of the plan have already been introduced 
into Congress, and it is certain to figure prominently in future 
discussion of banking reforms. The plan has been presented 
in a number of different forms, varying in details, but the es- 
sentials are indicated by the outline traced below.* 

The government would take over the twelve Federal Re- 
serve banks. Federal legislation would provide for the com- 
plete separation of the deposit and lending functions of com- 
mercial banks. This would be accomplished by the annul- 
ment, within a stipulated period, of existing bank charters. All 
deposit institutions would be required to maintain against de- 
posits 100 per cent reserves in the form of deposits with the 
Federal Reserve banks or in the form of currency. Because of 
this requirement, these institutions would be warehouses 
rather than, as banks are apt to be at the present time, manu- 
facturers of circulating medium. Since they could lend out 
only what had been lent to them, banks could not cause the 
total circulating medium, consisting of common money and 
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: 1 See especially Henry C. Simons, 4 Positive Program for Laissez Faire (Chicago: 
University of Chicago Press, 1934), pp. 23-26. 3 
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bank credit, to increase or decrease. Their entire earnings 
would be derived from service charges. 

During the transition period the credit of existing banks 
would be gradually replaced as circulating medium by the 
credit of the Federal Reserve banks. This would be done by 
means of open-market operations. When the process was 
completed the Federal Reserve banks would hold so large a 
volume of government bonds as greatly to reduce the burden 
of the national debt. All this would be accomplished without 
resort either to taxation or to inflation. Thereafter the Feder- 
al Reserve Board would direct monetary policy according to a 
few simple and explicit rules. In order to eliminate uncertain- 
ty consequent upon a policy of management, no discretion 
would be allowed in the application of these rules. The rules 
could provide, for example, that the total of currency and 
credit would remain fixed, or that it would vary at some uni- 
form rate according to changes in population, according to an 
index of production, or in some other way. Either no change 
at all in the total volume or change at a uniform rate is fa- 
vored because this would make for tightness in times of boom 
and for slack in times of depression—an opposite situation 
from that presented by perverse elasticity. But whatever rule 
was followed, a change in the total circulating medium could 
come only through action of the Federal Reserve authorities. 

The lending functions now performed by commercial banks 
would be taken over by institutions, similar to investment 
trusts, which would obtain funds by the sale of their own 
stock. Short-term lending would then be conducted in sub- 
stantially the same way as long-term lending. 

The case for the “too per cent system” is supported by 
strong arguments. In the first place, this plan would retard 
the self-inflammatory effect of cyclical swings in business ac-_ 
tivity by overcoming perverse elasticity. It would provide 
currency and credit that would be homogeneous and abso-— 
lutely sound. Asa result of the purchase of government bonds ~ 
in getting the plan started it would transfer the national debt _ 
to a government-owned Federal Reserve system, thereby 
eliminating this burden. Finally, all profits from the issue of 
notes and deposits would accrue to the government. 
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In the evolution of economic institutions, the right of coin- 
age was gradually taken out of the hands of individuals and 
made a government monopoly. At the end of the Civil War, 
the banks of this country were deprived of the privilege of 
freely issuing bank notes. Since they could no longer freely 
issue promises to pay in the form of notes, they proceeded to 
develop the practice of issuing promises to pay in the form of 
deposit credits. The change was largely one of form, since 
both notes and deposits were promises to pay on demand and 
both served as circulating media. And the use of deposit 
credit developed so rapidly that the banks soon found that 
they had recovered far more than they had lost. The govern- 
ment’s monopoly of the issue of common money became pro- 
gressively less important as the use of checks increased, and 
today common money, in terms of business done, is only about 
one-ninth as large a part of the total circulating medium as 
bank money. Supporters of the “too per cent system” main- 
tain that the reasons for taking the issue of common money, 
including bank notes, out of private hands apply with equal 
force to deposit credit and that, in regarding the one and ig- 
noring the other, we have seized the molehill and lost the 
mountain. 

However strong the logical argument for the 100 per cent 
system may be, the case for the proposal is anything but 
strong from a tactical standpoint. The fact that free services 
would no longer be provided by banks will, doubtless, seem a 
serious objection to the general public. As a matter of fact, 
such an arrangement is much fairer than the present situa- 
tion, where banks derive much benefit from society as a whole 
through the issue of circulating medium, and return part of 
this gain not to society generally but to those individuals for 
whom they perform free services. Bankers, in turn, will op- 
pose this reform because it would involve a fundamental 
change in banking traditions and because it would mean the 
loss of the principal source of banking profits. The opposi- 
tion seems certain to prove too strong to allow enactment of 
such a plan as this at the present time. In short, the strength 
of logic is on the side of the proposal but the strength of tradi- 
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tion—which is stronger than logic—is on the side of the oppo- 
sition. 

The accomplishments of the present period of reform have 
been many and substantial. Protection of depositors, separa- 
tion of investment and commercial banking, legalization of 
varying reserve ratios. for member banks, steps to encourage 
unification of the banking system—these are the most impor- 
tant of the reforms cast up out of the great depression. 

Barring unforeseen developments, the prospect for further 
reform, however, is not bright. The administration has an- 
nounced its desire to ““co-operate” with the bankers. So long 
as this mood continues no major banking reform is to be ex- 
pected. In making this turn to the right we are merely follow- 
ing the historical pattern: banking reform in this country is 
paid for out of keen distress, and we have now reached a point 
where we have less of this coin to offer. Much yet remains to 
be done before our banking structure approaches the ideal, 
but the problem now will be to hold those advances we have 
already made. 
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